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Abstract 
The disequilibrium in the Indian economy as reflected by the growing deficits of the Central government of India both on the internal as well as 
external fronts have been the cause for concern over the last couple of decades. Such an unwarranted trend not only poses a challenge to the 
policy makers but also most importantly destabilizes the economy internally as well as externally. Thus, if India's objective is to achieve higher 
sable growth (which it is already achieving), the issue of both the government deficits and trade deficits must be addressed considerably and 
appropriate policy decisions need to be undertaken before it goes out of hand. The purpose of this study was to examine the validity of the 
Keynesian and the Ricardian views regarding the impact of GFD (as a measure of budget deficit) on the TD (or current account deficit) for India 
from 1971 to 2010. In order to examine the relationship between budget deficit and current account deficit in India, this study used the ARDL 
model and a new co-integration test called the bounds test to estimate the long-run dynamics between budget deficit and current account deficit. 
The empirical results support the Keynesian view that there is a strong linkage between budget deficit and the current account deficit in the case 
of India during the study period. It also shows that the direction of causality is unidirectional running from budget deficit to current account 
deficit. Thus, a higher budget deficit leads to a higher current account deficit. Therefore, the empirical results in this study suggest that any policy 
measures to reduce the budget deficit could assist in reducing the current account deficit in India. 
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1. Introduction 
 
One and a half decades earlier in a situation of high fiscal deficit, India experienced an external crisis. Presently, the 
fiscal deficit is again at a similar high level (the combined fiscal deficit of the centre and state is 9.90 percent of the 
Gross Domestic Product, (GDP) in 2008-09 where as the fiscal deficit of the centre is 5.80 percent of the GDP in the 
same year. Can it cause an external crisis again? Therefore, it is pertinent to redefine and revaluate the presence of 
twin deficits relation in India. At this juncture, it is also pertinent to ask the researchable questions like does the twin 
deficit relation exist in India? If at all it exists, what is the long run relationship between the two? In addition, how 
the short run changes have a bearing on this long run relation? These are some research questions addressed in the 
current paper. The present paper attempts to find an answer through an econometric study of the relation between 
the two deficits of India since 1970-71 to 2009-10. The paper is organized as follows: the second section gives an 
extensive review of literature pertaining to the study. The third section provides results and discussion while the fifth 
section concludes the study with some policy suggestions. 
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2. Fiscal Deficit (FD) & Trade Deficit (TD): Review of Literature 
 
There have been numerous empirical studies examine the twin deficit problem in developed countries. However, the 
number of empirical studies examining the long-run relationship between budget deficit and trade deficit in 
developing countries are scarce, in spite of the importance of such topic in the case of many developing countries. 
There are some studies on the twin deficits in India. The most recent study by Basu and Datta (2005) does not find 
the relevance of the twin deficits in the Indian economy. However, some of the methodological issues are worth 
mentioning here of this study. Firstly, the authors have converted the annual data series into the quarterly frequency 
to have more observations for a long run relation between the two deficits. Such an exercise definitely solves the 
statistical problem of degrees of freedom, but more important issue of a long run relation cannot be solved with such 
data manipulation.  Another study by Parikh and Rao (2006) examined the effects of fiscal deficits on the current 
account deficits in the Indian economy. The authours opined that many developing countries finance their fiscal 
deficits mostly through monetization, causing crowding out of private investment expenditures. However, fiscal 
deficits in India are mostly financed through official borrowings from various external sources, leading to higher 
interest payments and outgoings on the external account. Such a policy could eventually precipitate balance of 
payments crises despite favorable trade account and real exchange rate. The study examined the variables over three 
decades for the Indian economy and concluded that, in addition to the real exchange rate and the ratio of private 
investment to GDP, fiscal deficits significantly contribute to the current account deficits. However, the present study 
is an improvement over the existing studies on the following grounds. Firstly, it considers the most recent data on 
the variables and secondly, it used a new co-integration test called the bounds test to estimate the long-run dynamics 
between gross fiscal deficit and current account deficit. However, before analyzing the data empirically with the 
econometric tools, it is pertinent to explore some stylized facts about the two deficits in India during the study 
period and section III is completely devoted for the purpose. 
There has been some degree of co-movement of the two deficits of the central government of India. 
However, this relation needs to be re-examined with appropriate econometric tools. The present study has used a 
simple methodology of a one-to-one relationship, which is similar to many other authors (such as Khalid and Guan 
1999; Miller and Russek 1989) to identify a casual relationship between gross fiscal deficit and trade deficit. It is 
worth nothing here that this study differs from the others as it uses a new robust co integration method called the 
Bounds test to examine if the current account deficit and fiscal deficit are co-moving in the long-run. The current 
econometric framework has several important advantages over the traditional co integration techniques proposed by 
Engel and Granger (1987), Johansen (1988), and Johansen and Juselius (1990). The estimates from the unrestricted 
error correction model (UECM) formulation are consistent and are asymptotically normally distributed irrespective 
of the underlying variables are to I (0) or I (1) (Pesaran and Shin 1999; Pesaran 1997 and Pesaran et. al 2001). The 
UECM estimation and the bounds test are reliable for small sample (Pesaran and Shin 1999). Further, endogeneity is 
less of a problem if the errors in the autoregressive distributed lag (ARDL) model are not serially correlated.  
3. Results and Discussion 
Before any time-series econometric analysis, it is required that the variables of the model should be stationary or I 
(0). If they are not, then they can be made stationary be differentiating. The test of unit root (for stationary test) for 
both the variables i.e. TD and GFD is done here with the Augmented Dicky-Fuller (ADF) and Phillips-Perron (PP) 
test statistics. Both the tests have the most general form of specification that includes the trend and intercept. 
However, both the variables are taken as the ratio of GDP and thus need not be converted into the single base. The 
results confirm that both the variables GFD and TD as a ratio of the GDP of India are non-stationary at their level.  
However, they are stationary at their first difference and are integrated of order one that is I (1). Confirming the 
variables are stationary at their first difference, the ADRL model is estimated with the first difference of all 
variables. 
Table 1: Test for the Direction of Causality for the Variables 
 Null Hypothesis F- Statistics Probability 
TD not Granger Cause GFD 0.89 0.42 
GFD does not Granger Cause TD 2.25** 0.10 
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** implies significant at 10 percent level 
Source: Calculated by the author 
The Granger-Causality Results 
The Granger-Causality test results are presented in Table 4. In order to select the appropriate lag-structure, the 
present study used the Akaike Information Criterion (AIC) and Schwarz Criterion (SC). Both the test criteria 
confirmed that the lag-length of the variables should be two. However, the present study also estimated the ARDL 
[p,q] using the different lag length for p={1 or 6}. The study did not proceed with p,q greater than six due to 
problem of loss of degree of freedom. Several specifications with different lags were tested for statistical 
significance and for consistency with the co integration method and ultimately, the estimations in the present study 
are done with lag structure two. The Granger-Causality test results show that there is a unidirectional causality 
running from GFD to TD deficits, i.e., at 10 percent significance level. Therefore we do not reject the null 
fiscal policy that gives a boost to the aggregate demand in the economy has some upward pressure on domestic 
interest rates. This in turn attracts more net foreign capital into the economy. The capital account balance has a 
positive and high growth rate during this period (the growth rate is 8.33).  
However, when we observe the growth rate of various components of the Capital account, we see that the major 
components like the foreign investments and the Non-Residential Indian (NRI) deposits have a very high growth 
rate (the growth rate of these two variables is 40.92 and 41.76 respectively).  Such a phenomenal growth of the 
capital account and its components may be attributed to the rise in the domestic call money rate (the growth rate of 
the domestic call money rate is 3.80 during the study period). Additionally, this was helped by the relaxation of the 
capital account during the reform regime when more foreign capital is encouraged into the Indian economy through 
various favourable policy measures. However, the reform and the capital account liberalization had its momentum 
only after 1990-91, when the exchange rate of the Indian Rupee was supposedly made market determined (though in 
practice, the Indian Rupee was pegged to the US Dollar by the Reserve Bank of India). The annual average growth 
rate of the REER and NEER is negative through out the study period. This implies that India is loosing her 
The Table reveals this fact as the annual average growth rate of import is higher than the annual average growth rate 
of exports. As a result, through out the study period the annual average growth rate of trade balance is negative (the 
growth rate is -9.95). Thus, the two deficits become twins.  
Even during the fixed exchange rate regime (the period before 1990-91), when the Reserve Bank of India 
did not allow the nominal exchange rate of the domestic currency to appreciate by absorbing excess supply of 
foreign currency, there was increase in the price level on account of increase in money supply. This eventually 
results in appreciation of real value of the Indian Rupee, thus, exports fall and imports rises, resulting trade deficit.  
 
Table 2: Annual Average Growth Rates of M0, M1, M3 and WPI during the Sub Periods 
 
                  Variables 
Period 
Period 
M0 M1 M3 WPI NEER REER GDP 
Growth Rates 
1970-71 to 1980-81 14.37 11.91 17.34 10.26 -1.91 -2.25 3.16 
1980-81 to 1990-91 16.66 15.38 17.21 7.13 -7.11 -4.37 5.39 
1990-91 to 2009-10 13.28 15.13 16.53 6.76 -2.59 -1.33 6.03 
        Source: Calculated by the author 
Table 3: Bounds Test for Co-integration Analysis 
Computed F-Statistics: 12.10 Lower Upper 
Critical Bounds (5%) 6.61 7.42 
Critical Bounds (10%) 5.65 6.34 
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Critical value bounds was taken from the F Table of Pesaran and Pesaran (1997) 
 Source: Calculated by the author 
Table 4: Estimated Long-run Coefficients 
Dependent Variable: GFD, Sample Period: 1971-2010 
Independent Variable  Coefficients P-value 
Trend 1.71 0.16 
TD 1.59 0.00* 
* implies significant at one percent  level 
   Source: Calculated by the author 
 Furthermore, if we look the issue from the Keynesian income- absorption approach, the increase in fiscal 
deficit induces domestic absorption and thereby, raises domestic income (the GDP growth of India during the study 
higher income would have triggered more imports and worsen the external balance. Thus, the two deficits in India 
have become twins. 
 
Establishing the Long-run Relationship 
 
The present study investigated the long-
-statistic is 12.10, and the five per cent and 10 per cent critical bound are 
[6.61, 7.42], and [5.65, 6.34], respectively. Since the computed F- statistics is above the upper-bound critical values 
at the 5 percent significance level, we can conclude that there exist a long-run relationship between gross fiscal 
deficit and current account deficit. 
Estimating the Long-run Elasticity 
The periodic fluctuations are small as the short run elasticity coefficients are in significant. Thus, the current study 
interprets the long-run relationship through the long-run elasticity derived through the ARDL model. The estimated 
long-run coefficients (elasticity) for the ARDL model are given in Table 4. As revealed from Table 4, in the long 
run, the GFD in India was found to have a positive and significance (at the 1 percent significance level) impact on 
the TD of India, with an elasticity of 1.59. This implies that a 1 per cent increase in the gross fiscal deficit will result 
in an increase of 1.59 per cent in the current account deficit. 
 
4: Conclusion and Policy Suggestions 
 
The purpose of this study was to examine the validity of the Keynesian and the Ricardian views regarding the 
impact of GFD (as a measure of budget deficit) on the TD (or current account deficit) for India from 1971 to 2010. 
The Keynesian proposition suggests that an increase in the GFD would induce domestic absorption thus, resulting in 
import expansion and current account deficit. On the other hand, Ricardian Equivalent Hypothesis (REH) argues 
that shifts between taxes and budget deficits do not impact the real interest rate, the quantity of investment or the 
current account balance. In other words, REH negates any relationship between the two deficits. In order to examine 
the relationship between budget deficit and current account deficit in India, this study used the ARDL model and a 
new co-integration test called the bounds test to estimate the long-run dynamics between GFD and current account 
deficit. The empirical results support the Keynesian view that there is a strong linkage between gross GFD and the 
current account deficit in the case of India during 1971-2010. The empirical analysis shows that the direction of 
causality is unidirectional running from fiscal deficit to current account deficit. Thus, the higher fiscal deficit leads 
to a higher current account deficit in India. Therefore, the empirical results in this study suggest that any policy 
measures to reduce the fiscal deficit could assist in reducing the current account deficit in India. 
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